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February

The Mystery of Budgeting

H E term "budget" until recently has
been used almost exclusively in connection with governments and institutions.
A leading dictionary of a few years ago
defines a budget as a financial statement
prepared for submission to a legislative
body. In this connection the term has
come to signify a statement of the estimated probable revenue from all sources
for an ensuing fiscal period, balanced
against the proposed expenditures for the
same period-—in short, a plan of activities
for the period, prepared in advance for the
guidance of the legislative body in fixing
taxes, fees, and assessments, and approving
the expenditures, and of the executive
branch in carrying out the program decided upon.
The use of the budget for governmental
purposes is exemplified in Great Britain,
where it has been highly developed and
perfected. There it constitutes the basis
of all financial measures, and apparently
is an effective means of controlling expenditures. The savings effected as a result of
the budget system inaugurated by our
own Federal government a few years ago
are a matter of common knowledge. Some
form of budget is employed by states and
municipalities generally in arranging their
financial programs.
Societies and clubs and similar organizations in the social, civic, and philanthropic group also have taken largely to
its use. In most of these cases some estimate of proposed expenditures is necessary in order to fix the amount of revenue
required to be obtained, and to apportion
the burden among the individual members.
Further, it usually is desirable to plan the
expenditures in advance in order that
they may be gauged so as not to exceed
the total revenue available. These ends
are accomplished by the preparation of a
budget, which is at once the basis for au-

thorizing and controlling the activities of
the organization.
Budget-making in business is of comparatively recent origin. However, the
principles underlying the use of the budget
are those which always have been recognized informally by business men in the
conduct of their affairs.
The country store-keeper "stops to
figure" before he adds a new line to the
stock of his emporium. He considers the
probable demand on the part of his customers, in the light of his past experience;
the additional storage space and shelf
room required; his ability to finance the
additional purchases; etc.
The city merchant makes his plans for
a certain period in advance, at least in his
own mind. He estimates the sales he will
make during the Christmas season, and
makes his purchases, arranges for his loans
from the bank, and plans his newspaper
advertising accordingly.
The officials of the large corporation
distributing its products over the whole
nation plan their activities in advance for
the coming period. Sales and production
are estimated on the basis of market analysis. Advertising campaigns frequently are
laid out a considerable length of time
ahead. Estimates are made of cash receipts and disbursements, and bank loans
arranged for.
Although planning and estimating of
this nature are done as an incident to
every business enterprise, they oftentimes
do not comprehend all of the functions of
the business simultaneously, with the object of pointing the enterprise as a whole
towards a definite objective. Further,
adequate provision is not always made for
subsequent control over the operations, in
order to assure realization of the plans and
estimates.
These are the purposes of a budget. As

Bulletin

H A S K I N S & SELLS

11

the term is applied i n business, it contem- Likewise, the results of proposed adverplates simply the orderly and intelligent tising campaigns, invasion of new terriplanning i n advance of all of the activities tory, and the like, should be estimated.
of an enterprise for a certain period of A n important factor is the capacity of existtime, on the basis of past experience and ing facilities to handle the volume of sales
present trends, thereby setting up a definite it may be deemed feasible to secure.
goal towards which to work; together with
The completed sales budget is a statesufficiently frequent comparison of actual ment of the sales it is expected to make
results with the estimate to detect defi- throughout the budget period, in terms of
ciencies and aid i n carrying out the pro- units and dollars, prepared on the basis
gram laid down.
of past experience, present trends in the
The initial step in the preparation of a market, and proposed changes in policy.
budget in any business is an estimate of
Using the sales budget as a basis, it
the sales that are deemed possible and then is possible to plan production, in the
desirable during the budget period, which case of a manufacturing concern, or purusually is a fiscal year. A l l of the activi- chases, i n the case of a mercantile estabties of a business enterprise are concerned lishment, to meet its demands. The prowith profitable sales. Consequently, an duction department of a factory plans its
estimate of the sales is the first step in operations in order to make deliveries at
planning future operations.
the proper times. Those in charge of the
In fixing sales quotas, in order to arrive purchasing for a trading concern plan
at a reasonable sales expectancy, it is their buying so as to have goods on hand
necessary to give consideration to past ex- when needed.
perience, and to present and prospective
In a manufacturing concern the quanmarket conditions. It is not enough that tities of units of various kinds required to
the total volume of sales only be forecast. be made during the budget period are estiIn order to plan the manufacturing and mated from the inventory on hand at the
purchasing activities, the proposed sales beginning of the period, the number called
must be set forth by commodities, lines, for by the sales budget, and the quantity
or what-not. Information regarding the it is deemed desirable or safe to have on
months of the year i n which shipments or hand at the end of the period. In plandeliveries probably will be made also is ning its activities the production departnecessary.
ment should consider the equipment availThe general buying power of the clien- able, or to be made available, during the
tele served by the enterprise in question period. Obviously, it is desirable to proshould be taken into account. Recogni- vide whenever possible for an even flow
tion should be given to trends or tendencies of production through the factory to the
to diminished consumption of some lines consumer over the entire period. In seaand increased consumption of others. sonal businesses, however, sales are high
For example, a shoe manufacturer would in certain months and low in others. The
consider, i n planning his sales, the tend- production department must recognize
ency of low shoes to replace high shoes, this, and make the goods available when
and would make up his sales estimate needed by the sales department. It must
accordingly.
plan its activities in order to realize the
Any contemplated changes in prices, utmost from the various productive facdiscounts, etc., should be considered in the tors, and still keep at a minimum the
light of their probable effect on sales. capital tied up in large inventories during
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the slack season. The production budget
involves the preparation of a statement
showing estimated material, labor, and
manufacturing expenses, by months, and
showing also unit costs. Obviously, purchase commitments, additions to the payroll, etc., should conform to the proposed
production.
The purchases budget for a trading
concern involves timing the purchases of
various commodities to make them available for the proposed sales. Factors to be
considered are such as the probable status
of the market during the budget period,
storage facilities, unnecessary tie-up of
capital in large inventories, etc.
The expense budget requires careful
consideration. A n estimate should be prepared showing, in detail, the selling, administrative, and general expenses to be
incurred during the period under review.
The estimate should be made in the light
of past experience and the program called
for by the sales budget. It should be
made by months. Some expenses, such
as administrative salaries, are relatively
fixed, while others, such as salesmen's
commissions, fluctuate with the volume of
business.
The preparation of the expense budget
offers rich possibilities for the control of
these items. B y planning the expenditures in advance, it is possible to consider
the need for each particular item in its
relation to the whole proposed program,
before making any commitments. Loading the camel's back up to the proverbial
last straw is avoided.
One of the first steps in preparing the
expense budget is an intelligent classification of expenses, i n order that it may be
ascertained that the total of a given kind
of proposed expenditures is not out of proportion, as well as that the individual items
are necessary.
If any capital additions to. plant and
equipment are contemplated during the
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budget period, an estimate should be
made thereof. A number of important
considerations are involved in planning
new construction or the purchase of new
equipment. First is the need for additions. It should be ascertained definitely,
on the one hand, that sufficient sales
are assured to justify the additions; and,
on the other hand, that the proposed additions are adequate for the program of
sales planned.
Careful consideration should be given
to the funds available for construction,
and to the financing that may be required.
It is necessary to consider also the probable return on the additional investment,
and the effect of increased charges for
maintenance, depreciation, interest, i n surance, etc., on the future income statements. Frequently these latter points are
overlooked.
A statement should be prepared, showing the changes in plant and equipment
decided upon, the capital required, and
the dates of payments.
After the budgets of sales, production
and purchases, expenses, and capital additions have been prepared, the next step
in an orderly planning of the year's activities is the preparation of a cash budget, to
aid i n arranging for the financing necessary to carry out the plans shown in these
statements.
The cash receipts for each month of the
budget period are estimated on the basis
of proposed sales and past experience i n
realizing on accounts receivable.
The
terms of sale and the experienced turnover
of accounts receivable are taken into consideration. The cash disbursements for
materials, labor, and expenses are estimated on the basis of the production and
purchases and expense budgets.
The difference between the estimated
cash receipts and cash disbursements for
each month of the budget period represents the increase or decrease in the cash
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position for the month because of operations. This difference is applied to the
cash balance at the beginning of the
month, together with estimated cash receipts from proposed bank loans, cash
requirements for liquidation of bank loans,
and cash outlays on account of additions
to plant and equipment. The final result
is an indication of the estimated cash position at the end of the month.
A n estimated balance sheet and profit
and loss statement frequently are prepared,
showing the probable effects of the plans
proposed for the period. Such statements
are an aid in determining the soundness
of the plans. Further, they constitute a
goal towards which to work.
The channels through which data should
be secured for the preparation of a budget
differ with various schemes of business
organization. Regardless of the method
pursued, the data should be co-ordinated.
Too much stress cannot be placed upon
this point. A l l of the departments and
functions of a business enterprise are
inter-related. N o intelligent plan of operations can be made without full co-operation from all. For example, an advertising
campaign cannot be planned without a
knowledge of sales expectancy, and of the
capacity of the plant to produce goods for
sale. Hence, the master budget should
be a statement of plans which embraces at
once all departments, as working together
towards a common end.
After the completion of the co-ordinated budget, comprising the plans for
the ensuing period, comparisons should
be made at intervals during the period—
usually monthly—to see how nearly actual results conform to the estimates.
These comparisons are for the purposes of
detecting deficiencies in carrying out the
proposed program, and of revising the
plans if necessary. The data as to actual
performance may be obtained from the
accounting
and
statistical
records.
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Only when a frequent check-up is
had is the fullest measure of control
realized.
As outlined in the foregoing, a budget
system in business is simply a means of
planning intelligently a year's operations
in advance, by estimating as scientifically
as possible the proposed sales, production,
expenses, capital additions, and financial
requirements, together with provision
for controlling the program during the
period.
The preparation of a budget involves
a study of the business as a whole, in
its relations to the outside world, and
frequently is the means of disclosing ways
of enlarging and strengthening the enterprise. The assembly of the plans of all
departments results in a well-considered
and profitable program of operations, and
makes for closer co-ordination of all the
activities. The estimate of expenses for
the period enables an effective control to
be established. This control is maintained by frequent comparisons between
the actual and the estimate.
A budget system may be made as
elaborate as desired, and may involve a
large corps of employes. The principle
is applicable as well to the smallest business.
A simple plan for utilizing operating
budget data embraces a form which is an
adaptation of the ordinary statement of
income and profit and loss. The income
and expense classification usually employed by a given organization constitutes
the basis for the budget statement, although any items may be subdivided or
elaborated as far as desirable. T o the
right of the account classification appear
the following columns: total budget,
total actual, January budget, January
actual, and so on through the months of
the year; as may be made clearer by the
sketch which follows at the head of the
next page:
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Total
Budget

February
January

Actual

Budget

Actual

February
Budget

Actual

Sales
Cost of goods sold
Gross profit
Selling expenses
Administrative expenses
Total
Net profit
Budget figures are entered in advance;
actual figures as they become available.
In the absence of complete actual monthly
figures, certain items only may be used, or
the form may be contracted to a quarterly,
semi-annual, or even an annual basis.
However, as departure from the monthly
basis becomes greater, the value of the
scheme becomes lessened.

A budget plan of this character may or
may not be ail that any organization needs.
It provides for a statement of operating
plans for the year and for monthly comparisons between actual and estimated
figures. A t least the plan illustrates the
whole principle of budget control which
quite frequently has been made so much
of a mystery.

